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Thank you for the opportunity to appear today to offer the National Association of Small
Business Investment Companies’ (NASBIC) views on the important issue of reforming SBA’s
Capital Access programs. My name is Steve Swartzman. | am a partner at C3 Capital, which

manages two Small Business Investment Companies (SBICs) located in Kansas City, Missouri.

We appreciate this Committee’s continued commitment to keeping SBICs as an important part of
the Congressional agenda. As the champions of small business, we are asking this Committee
and SBA to emphasize the SBIC program and fully utilize its potential. As someone who works
closely with small businesses every day, | can tell you that the country needs this program,
particularly at a time like this. NASBIC and its members ask you to reform the SBIC program to
help today’s small businesses become tomorrow’s icons of the American economy. We

specifically ask that as the SBA is being reauthorized that these reforms be included.

SBIC Program Overview

SBICs are private equity funds that invest exclusively in American small businesses. SBICs raise
private capital and then get licensed by the Small Business Administration as an SBIC. Once
licensed, debenture SBICs can draw leverage and thereby multiply the amount of money
available for investment in small businesses. SBA is paid back with interest and thus there is no
net cost to the taxpayer for the SBIC debenture program. Since this program’s inception in 1958
over $55 billion dollars have been invested in American small businesses. Some of the bigger
names that received early SBIC investments include: Apple, Intel, Callaway Golf, Outback

Steakhouses, PeopleSoft, Staples, and Quiznos.

I co-founded C3 Capital where we manage two SBIC funds. Since 2003, we have invested $137
million in 33 small businesses, which have created many thousands of jobs and promoted
economic development in communities throughout the country. Our investments have included:
American Apparel, where we were the first institutional investor in a company that became the
largest domestic apparel manufacturer in the U.S. and which grew retail stores from eight at the
time of our investment to over 200 stores worldwide today (one of the fastest retail rollouts in
American history); Electronic Transaction Consultants, a software developer and integrator that
has grown into one of the most successful and innovative companies in its field, deploying the

country's first electronic only toll road in the U.S. and providing the software that manages toll



roads in the cities of Chicago, Dallas, and Houston; and a wide variety of niche manufacturing,

services and distribution businesses throughout the U.S.

Need to Reform and Utilize the SBIC Program

Recently, NASBIC’s Chairwoman of the Board testified that despite having a 50 year record of
successfully growing American small businesses and providing over $55 billion of financing to
over 106,000 U.S. based businesses, the SBIC program is being underutilized. This
underutilization is leaving billions of dollars unused that would otherwise be invested in domestic
small businesses. When both credit and investment has evaporated, it does not make sense to
leave an effective small business tool unused, particularly because the SBIC Debenture program
fully pays for itself. Because of its stability and partnership with SBA, the SBIC program is
countercyclical and is one of the few programs that remains available to U.S. small businesses
when other financing sources have dried up, as they have over the past year.

American small businesses and taxpayers need the SBIC program to live up to its potential.
Without reform, we expect that over the next four years there will be about $10 billion of
available SBIC capital that will not be invested in domestic small businesses. This opportunity
cost is tragic because the cost to the taxpayer for providing the $10 billion in investments via the
SBIC Debenture program is effectively zero. The SBIC debenture program pays for itself with
fees and carries no subsidy rate. Zero cost to promote $10 billion of investments in small

businesses is the kind of deal that taxpayers can respect.

Thankfully, this Committee is working on legislation to fix the problem. While there is not a
single major problem with the SBIC program, there are a number of issues that are limiting

utilization. We encourage you to include all of these issues in any legislation

Keeping Successful Small Business Investors

One of the bitter ironies for small businesses is that successful SBICs have been pushed or
“graduated” out of the program. It is simply bad public policy to have disincentives for your best
small business investment companies to continue operating. There should be incentives for good
funds to continue to partner with SBA and to make all of their investments in domestic small
businesses. Keeping successful SBICs in the program will ensure that there is ever more capital

available for small businesses and that we are not losing some of the best small business experts.



Expedited Relicensing

Currently the licensing process at SBA is slow, opaque and subjective. It is the number one
complaint of SBICs. For example, despite the success of our first SBIC fund, getting a second
license took over a year, countless hours of paperwork, and expensive legal bills. Legislation
should provide a transparent process, with clear standards, and a reasonable timeline for
applicants. If a fund has already been fully vetted, licensed by the SBA at least once, proven itself
successful financially, complied with federal regulations, passed annual examinations by federal
regulators, and wants to continue to invest in small businesses, then it should be able to receive a
new SBIC license quickly. To ensure continued taxpayer protection, new background checks and
proof of private capital raised should be the only updates needed. Funds that are capitally
impaired, have major regulatory problems, or that are unable to raise private funds should not be
able to get an expedited repeat license. Further, the Administrator should have the authority to
put the brakes on any application that she or he thought posed a risk to the taxpayer. Without a
better relicensing system the amount of capital available for small business investment will

continue to wither.

An expedited licensing procedure would have four positive benefits. First, it would provide more
capital to domestic small businesses because there would be a greater number of SBICs. Second,
it would create a strong incentive for existing SBICs with established track records and a wealth
of investment experience to stay in the program. Third, it would allow the very limited resources
allocated to the licensing division at SBA to focus its efforts on vetting new funds, with which
SBA does not yet have a long-standing relationship. Fourth, it would create a strong incentive to

remain in full regulatory compliance.

Letting Funds Grow to Provide More Capital

Success is rewarded by growth. Successful SBICs often start new funds that are larger than their
previous fund. The problem is that successful funds can grow too large for the SBIC program.
They still want to invest in the small business sector, but the family of funds limit effectively
forces out repeat funds as they become successful and get larger. These would-be repeat SBICs
that became larger funds are solid investment vehicles with a wealth of experience and significant
infrastructures that should be kept in the program. Again, we should not force funds out because

of successful small business investing.



The individual fund limits are adequate, thanks to the increases included in the stimulus bill. The
increase in the family of funds limit that was included in the stimulus bill was urgently needed
and it met that urgent need. We appreciate this Committee’s efforts to include these important
provisions in the bill. However, if we are truly to keep the best funds in the program and to
provide billions in capital to small businesses, then we need to allow a continuum of investment
funds. With a higher leverage limit and expedited relicensing, a successful fund could have a
series of SBIC funds that run the 10 year life cycle of the funds. One fund could be winding
down, another could be at peak, and another could just be ramping up. Under this scenario, good
SBICs can constantly be providing funds to small businesses without having to “graduate out”
and suffer for success by hitting a leverage-limit ceiling. Funds that were in distress would not be
eligible for new leverage or expedited re-licensing.

Providing Capital to Veterans

Under the current SBIC program there are a number of incentives that apply to investments in
low and moderate income areas (LMI). SBICs invest in many LMI and other underserved areas,
not because of a mandate, but because they are good investments for the SBIC and for the
taxpayer. One incentive that has been discussed is to allow investments in veteran-owned or run
companies to count towards the LMI calculations. This would be a market-based incentive for

investing in those who have served this nation.

Prevent Regulatory Disincentives to Becoming an SBIC

Following the scandals in several of the mega private equity funds, there have been calls to
regulate private equity, including SBICs. SBICs are already highly regulated and screened to
levels that the SEC has never matched and likely never will. Additional regulation by the SEC or
other bodies would just increase the regulatory burden and cost for being an SBIC. For example,
SBA’s reporting requirements are already out of sync with GAAP and will be out of sync with
the SEC too. SBA’s requirements are stricter than the SEC’s standards. Adding SEC regulation
would only add cost — not taxpayer protection. SBICs, which are by their nature are small in size
and cater to the lower and middle markets, pose no systemic risk and should not be punished for
the past sins of a few unrelated mega funds. Adding duplicative and expensive regulation to
SBICs would discourage funds from becoming SBICs and thereby drive capital away from small

businesses.



SBICs compete in a free and open market as they invest in small business transactions. If the
number of SBICs is to increase and thereby grow the amount of capital available for small
businesses, then disincentives should not be placed on becoming an SBIC. For example, SBA
currently limits the interest rates that SBICs earn if equity warrants are part of the investment
package. SBA also limits enforcement of default rates. Both of these provisions need reforming
because they limit taxpayer protections for being paid back and risk the SBIC’s bottom line
compared to non-SBICs. There should not be a penalty for partnering with SBA to invest

exclusively in domestic small businesses.

Small Business Desperately Needs Equity Investment

Capital for small business investment is in very tight supply, but demand is strong. In times of
economic stress, small businesses must be nimble to take advantage of growth opportunities, but
they need access to capital. Right now, seed and early stage investment has shriveled to
exceptionally low levels. Growth and buy out capital is hard to come by. Senior lending by banks

has pulled back dramatically.

The SBA previously had an effective tool that was exceptionally successful at using the private
market to steer equity investments into domestic small businesses, with taxpayer money
enhancing the effect. The SBIC Participating Securities program needed reforming, but instead of
being reformed, it was deactivated and now lies dormant. While it lasted, the program invested
over $13 billion in small businesses, created over 385,000 new jobs and saved hundreds of
thousands more. While almost 70% of venture capital dollars go to high tech and life science
industries, this program invested heavily in small business manufacturing. More than half of VC
investments are made in California and Massachusetts, but the SBIC program invested more than
70% of its capital in other states that are often starved for investment capital. SBICs are still a
source of capital for early stage companies, investing in almost 300 so far this year, but there has
been over a 30% decline since the mothballing of SBA’s equity option. Meanwhile the debenture
program provided over $800 million to small businesses over the same period. The demise of an
early stage and equity option from SBICs has contributed to the dearth of early stage capital and
is a roadblock to our economic recovery. These SBICs were the most reliable source of equity
capital for U.S. small businesses dealing with the fallout of the recession that began in 2000. All
venture capital investments fell 83% between 2000 and 2003, according to Venture Economics.
SBIC investments during that period—a total of $5.25 billion—fell just 23%. A recent survey by

the National Association of Seed and Venture Funds found that over 90% of early stage



entrepreneurial companies, some of the nation’s best job creators, are having serious difficulty

raising follow-on capital.

We are in a deep recession. This fact makes the availability of equity capital, or lack thereof, even
more important to America’s small businesses. Equity capital is the foundation upon which any
company is built. A company’s ability to raise senior debt and lines of credit—absolutely
essential to business success—relates directly to its ability to raise equity capital. Congress and
the Administration should review proposals that establish tools for SBICs to invest equity in a
manner that protects the taxpayer and provides capital to worthy businesses. The SBIC platform,
with its experienced SBA personal and an established private sector network, is the best and
fastest government tool available to resuscitate private sector equity investing.

Renewable Energy

There is a great deal of interest in renewable energy and other technologies. While SBICs invest
in small businesses across almost all industry sectors, SBICs are not yet able to utilize the energy
debenture that was passed by Congress in 2007 because SBA has not produced any regulations to
implement them. We would encourage Congress to act to ensure SBA makes these tools
available. We would also ask that a technical correction be made to make the energy saving
debenture available to all the SBICs, and not just the 11 licensed since last year. Further, some
major market participants are actively reviewing ideas for a new debenture model to promote
energy efficiencies. With your help, SBICs can make sure that the green economy will be open to
innovative small businesses and not just the biggest multinationals. These regulations, reforms,

and new options need to be put in place quickly.

Bank Investments in SBICs

Banks are important investors in many SBICs. Banks receive excellent returns on their
investments and many also get CRA credits. However, since the passage of Gramm-Leach-Bliley,
the number of bank SBICs and amounts invested in SBICs has dropped dramatically. Currently,
banks are under intense pressure to maintain or increase capital reserves so the outlook for bank
investments is not promising. As more pressure is being placed on banks to get capital out to
small businesses, the SBIC program should be an attractive public policy option for both banks
and policymakers. A strong public statement from bank regulators would provide an incentive to

partner with SBICs. Moreover, if banks are welcomed and incentivized to become leveraged



SBICs they could then triple the amount of capital they invest in small businesses. This could be

done in a way that does not cost the taxpayer, while minimally reducing their regulatory capital.

A National SBIC Program

The SBIC program provides capital in areas of the country often overlooked by the rest of the
private equity and venture capital community. Despite this fact, there are areas of the country that
need more SBIC coverage. A concerted effort should be made to incentivize this program and to
welcome new licensees, particularly from the western United States. Policymakers should also
make it easier to raise capital for SBICs by allowing a higher percentage of capital to come from
state sources. There are a number of funds that have attempted to become SBICs who were either
delayed or rejected for an SBIC license because of the current state limit of 33% of regulatory
capitol. Some of these rejected funds were from states that do not have any resident SBICs.

Conclusion

American small business is the unsung workhorse of our economy. A fully utilized SBIC
program can provide billions in capital to domestic small businesses that will create more jobs
than any other part of the economy. The Recovery Act was projected to save or create four
million jobs at a cost of nearly $197,000 per job. It only costs between $11,000 and $33,000 to
create a job via small business investment. If the existing SBIC program were fully utilized, it
could create between 300,000 and 900,000 jobs over the next four years and could do so at zero
net cost to the taxpayer. Please reauthorize, reform, and expand this successful partnership of 51
years. Now more than ever, the economy and the American worker need this program to be fully

utilized.



